The Committee will maintain the target range for the federal funds rate at 0 to 1/4 percent and continues to anticipate that economic conditions, including low rates of resource utilization, subdued inflation trends, and stable inflation expectations, are likely to warrant exceptionally low levels of the federal funds rate for an extended period (emphasis added). 1 This statement seems to imply that the FOMC will keep the target funds rate near zero until (i) economic activity increases significantly or (ii) inflation begins to accelerate significantly. Kocherlakota notes that "long-run monetary neutrality is…uncontroversial. " Monetary neutrality implies that monetary policy can have no permanent effects on the real economy-for example, economic growth, the unemployment rate, and the real rate of interest. Economic growth and the real interest rate are determined by economic fundamentals that are not affected by monetary policy in the long run. This fact, coupled with the fact that the nominal interest rate is equal to the real interest rate plus expected inflation, implies that if the FOMC keeps the nominal funds rate near zero for an extended period, the long-run equilibrium rate of inflation consistent with a near-zero nominal funds rate must be negative.
This scenario raises an interesting question: Must the FOMC's funds rate target increase before inflation, or will inflation increase and cause the FOMC to increase its nominal funds rate target? Conventional thinking about monetary policy suggests that policymakers should keep the overnight federal funds rate low because the low nominal rate necessarily translates into low real rates in the short run (i.e., as long as the inflation rate remains positive). For example, the 1-year Treasury rate averaged 30 basis points in July 2010, while the consumer price index inflation rate for the year ending in July was 1.31 percent. This means that anyone purchasing a 1-year Treasury security can expect to earn a negative return of about 1 percent if the inflation rate over the next year is the same as during the previous year. Of course, if the inflation rate should decrease, the actual real return would be higher.
The motivation for keeping real interest rates low is simply that low real interest rates are thought to stimulate aggregate demand, which will increase economic output. As the economy recovers and inflation picks up, the FOMC will adjust its interest rate target to a level that is consistent with both a positive equilibrium real interest rate-determined by economic fundamentals-and a rate of inflation consistent with the FOMC's objective of price stability.
Kocherlakota suggests that while this approach sounds simple, it isn't. Specifically, he notes, "When real returns are normalized, inflationary expectations could well be negative, and there may still be a considerable amount of structural unemployment. " In such a circumstance, Kocherlakota raises the concern that the FOMC "might be inclined to keep its target rate low. That kind of reaction would simply re-enforce the deflationary expectations and lead to many years of deflation. " Kocherlakota considers this scenario "highly unlikely"; however, it can be easily avoided if the FOMC begins now to adjust its funds rate target up to a level more in line with economic fundamentals consistent with a positive real interest rate and with the FOMC's implicit inflation objective. Most economists believe that the long-run equilibrium real interest rate is in the neighborhood of 2 to 3 percent; however, the real rate may be somewhat lower during periods of economic slack (say, 1 percent). Also, most analysts believe that the FOMC's implicit inflation objective is about 2 percent. These numbers suggest that the funds rate target consistent with economic fundamentals and the FOMC's objective for price stability is somewhere in the range of 3 to 5 percent. This means that the FOMC could increase its target for the funds rate to about 2 percent and still have a very accommodative monetary policy.
While neither Kocherlakota nor Bullard suggest such a change in policy, one voting member of the FOMC, Thomas Hoenig (2010) , president of the Federal Reserve Bank of Kansas City, has suggested that the FOMC should slowly increase the funds rate target to 1 percent and then assess the economic and financial conditions to determine whether further adjustments are warranted. The Bank of Canada appears to be following this procedure. Since reducing its overnight rate target to 25 basis points on April 21, 2009, the Bank of Canada has increased the target 25 basis points at its past three policy meetings. 2 Such a policy offers several advantages, including virtually eliminating the possibility of the deflationary scenario that worries Kocherlakota and Bullard. If the policy is presented in the context of Kocherlakota's analysis-that it is simply an adjustment to keep the target funds rate more in line with economic fundamentals consistent with a positive real rate and price stability-it could prevent a further erosion of inflation expectations, which have declined in recent months. 3 It would also make it considerably easier for the Fed to return to normal monetary policy operations when the economy fully recovers. 4 Importantly, such a change in policy would likely have a minimal effect on the effectiveness of monetary policy for promoting a sustained economic recovery. A funds rate target of 1 or 2 percent is still very low relative to the rate consistent with the long-run equilibrium real rate, and the FOMC's implied inflation objective. Hence, monetary policy would remain accommodative.
Furthermore, monetary policy has already been effective in improving economic activity: It is extremely likely that real gross domestic product will be at or above its prerecession peak level in the third quarter of 2010, and most forecasters expect economic growth at or near potential in 2011, even though growth is now expected to be slower than previously forecast for the remainder of the year. As Kocherlakota conjectured, employment growth could remain sluggish for some time and the unemployment rate uncomfortably high even as output grows at or near potential, but there is little that monetary policymakers can do to increase employment apart from promoting economic growth. Monetary policy alone cannot correct the dislocations in the labor market that resulted from the severe contractions in residential and commercial real estate and the recession more generally. ■
